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A. 

The Recommended Order provides a detailed and accurate discussion of the 

background concerning both the subject transaction and the proceedings that have 

occurred to date before the Commission. Very simply, Arizona-American is an Arizona 

corporation that currently provides water and wastewater services in Maricopa, Mohave 

and Santa Cruz Counties. Arizona-American is a wholly-owned subsidiary of American 

Water Works Company, Inc., a Delaware corporation (“AWW”). AWW is a publicly- 

traded company, whose shares of common stock are traded on the New York Stock 

Exchange, headquartered in Voorhees, New Jersey. It has more than 60 subsidiaries (both 

regulated and unregulated), which collectively have a business presence in 27 states and 

three Canadian provinces, including regulated water utilities in over 20 states. Turner 

Reb. at 4.’ 

Background and Overview of the Company’s Application. 

As explained in the Recommended Order, the subject transaction concerns an 

agreement made by AWW with RWE AG, a company organized under the laws of the 

Federal Republic of Germany (“RWE”), and Thames Water Aqua Holdings GmbH, a 

company organized under the laws of the Federal Republic of Germany and a wholly- 

owned subsidiary of RWE (“Thames Holdings”). Turner Reb. at 5.2 Under this 

agreement, all of AWW’s issued and outstanding common stock will be acquired by 

Thames Water Aqua U.S. Holdings, a Delaware corporation and a wholly-owned 

subsidiary of Thames Holdings. Tr. at 74-78. The acquisition of AWW’s common stock 

will be accomplished by means of a merger in which Apollo Acquisition Company, also a 

Citations to the record will be abbreviated as follows: the transcript of the August 8, 
2002 hearing will be cited as “TR.” The rebuttal testimon of the Company’s witnesses, 

direct testimony of Staffs witnesses, Mr. Carlson, Mr. Reiker and Mr. Chelus, will be 
cited as “Carlson Dir.,” “Reiker Dir.” and “Chelus Dir.,” respectively. 

* A complete copy of the agreement made between AWW, RWE and Thames Holdings is 
attached to Arizona-American Application, which was filed in the docket of this matter on 
December 17,200 1. 

Mr. Turner and Mr. McGivern, will be cited as “Turner Re i; .,’ and “McGivern Reb.” The 
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Delaware corporation controlled by Thames Holdings, will be merged into AWW, with 

AWW surviving the merger. Id.; see also McGivern Reb. at 3-4. In conjunction with the 

merger, the issued and outstanding shares of AWW’s common stock will be purchased at 

an agreed price of $46.00 per share. Id. 

As explained in the Recommended Order, both RWE and Thames Holdings are 

large industrial concerns, with business operations throughout the world, including 

extensive water and wastewater utility operations. See Recommended Order at 3 and ns. 2 

& 3. Following the completion of the transaction, AWW will remain in existence as a 

wholly-owned subsidiary of Thames Water Aqua U.S. Holdings, and be responsible for 

managing the Americas region (North and South America) of Thames’ utility operations. 

Arizona-American will continue to be a wholly-owned subsidiary of AWW and will 

continue to provide water and wastewater utility services in Arizona under the 

Commission’s jurisdiction. Tr. at 91-92; McGivern Reb. at 4; Turner Reb. at 6. As 

explained by James McGivern, the Managing Director of Thames Water’s Americas 

business operations, during the hearing in this docket: 

[Tlhe people making the decisions today will be the same 
people making the decisions tomorrow and into the future of 
the acquisition. That is the intention. It’s not meant to have 
any change in that respect. 

Tr. at 92. Local and regional management will not change, and there will be no reduction 

in Arizona-American’s local staffing as a result of the transaction. Id. at 95; McGivern 

Reb. at 4. 

In addition, there will be no changes in Arizona-American’s rates and charges for 

service as a result of the transaction. Arizona-American’s capital structure will not 

change. Turner Reb. at 6. There will be no request to recover any acquisition premium or 

any other costs associated with the transaction. Tr. at 16-17, 91-92; McGivern Reb at 4-5; 

Turner Reb. at 6-7. There will not be any cross-subsidization of any affiliates, and any 
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transactions between Arizona-American and any “affiliate,” as such term is defined in 

A.A.C. R14-2-801, will continue to be subject to the Affiliated Interests Rules and other 

regulatory requirements of the Commission. Turner Reb. at 8. Put simply, the transaction 

will be “transparent” to Arizona-American and its utility customers. Turner Reb. at 7. 

There is simply no evidence in the record of any adverse impact on Arizona-American’s 

customers from the transaction. 

B. 

In its application and subsequent amendment, Arizona-American has maintained 

that it is entitled to a waiver from the Commission’s Affiliated Interests Rules, A.A.C. 

R14-2-801, et seq., with respect to the transaction pursuant to R14-2-806 or, in the 

alternative, to a declaration that the Commission lacks jurisdiction over the transaction 

beemse the triinsaztioii does iiot directly iii-;o!ve Arizona-American, but instead involves 

Arizona-American’s parent, AWW, whose publicly-traded common stock is being 

acquired by means of a merger with a foreign (i.e., non-Arizona) corporation. 

Alternatively, Arizona-American has requested approval of the transaction as a 

“reorganization of a holding company” pursuant to R14-2-803. 

Summary of the Parties’ Positions. 

The Commission’s Utilities Division (“Staff ’) has recommended approval of the 

transaction pursuant to R14-2-803, subject, however, to a series of 15 conditions. 

Ultimately, Arizona-American, seeking a cooperative resolution, and Staff reached 

agreement on 13 of the conditions (although several conditions required clarification, as 

indicated in the Recommended Order). However, the parties disagreed on the language of 

two of Staffs proposed conditions, including Condition Thirteen. 

Under the Recommended Order, Staffs version of those conditions would be 

adopted and imposed on Arizona-American, in addition to the conditions the parties 

agreed on. Based specifically on the discussion of Condition Three found on pages 7 - 8 

of the Recommended Order, Arizona-American will accept that condition. Consequently, 
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the only condition that remains in dispute is Condition Thirteen. For the reasons 

explained below, Condition Thirteen is excessive and unreasonable, and should be 

removed or limited in duration to no more than three years. 

C. The Transaction Satisfies the Criteria Set Forth in R14-2-803 Without 
the Conditions. 

R14-2-803 requires any utility or affiliate intending to reorganize an existing public 

utility holding company to notify Staff in writing at least 120 days prior to the 

reorganization, and to provide certain specified information. A.A.C. R14-2-803(A).3 

Following receipt of the notice of intent, Staff must notify the applicant of any questions it 

may have concerning the notice, following which the Commission, within 60 days from 

the receipt of the notice of intent, must decide whether to hold a hearing or approve the 

i-eoipilizaiioil withoiit a heailrig. A.A.C. R! 4-2-803(E). A!thol;gh the Commission n;ay 

reject the proposed reorganization of the holding company, it may do so only on one or 

more of three specific grounds: 

(1) 

(2) 

The transaction would impair the financial status of the public utility; 

The transaction would prevent the public utility from attracting capital at fair 
and reasonable terms; or 

(3) The transaction would impair the ability of the public utility to provide safe, 
reasonable and adequate service. 

A.A.C. R14-2-803(C). 

In this case, the evidence plainly shows that each of the three criteria is satisfied. 

First, there is no evidence that the transaction “would impair the financial status” of 

Arizona-American. The evidence shows that Arizona-American’s capital structure will 

not change as a result of the transaction, nor will any expenses associated with the 

transaction be passed on to Arizona-American. Arizona-American will continue to exist 

Under the definitions provided in the Affiliated Interests Rules, AWW is a holding 
company because it is an “affiliate that controls a public utility.” A.A.C. R14-2-801(4). 
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as a wholly-owned subsidiary of AWW and effectively operate as a stand-alone entity 

subject to this Commission’s jurisdiction. Presumably, for these reasons, none of Staffs 

witnesses expressed any concern about the impact of the transaction on Arizona- 

American’s financial status. See Carlson Dir. at 4-5; Reiker Dir. at 2-6. 

The second criterion is also satisfied. There is simply no evidence that the 

transaction would prevent Arizona-American “from attracting capital at fair and 

reasonable terms.” In fact, Staff acknowledged that to the extent the transaction affects 

Arizona-American’s ability to attract capital at all, that impact will be positive based on 

RWE’s superior credit ratings, RWE’s access to international capital markets and RWE’s 

larger market capitalization. See Reiker Dir. at 3-4. Staffs financial analyst testified that 

“RWE’s favorable bond ratings may flow through to AWCC, lowering the cost of debt to 
A’t’v’CC aiid L - l - -  i i i i i i l i~iy , Arizona- American. AssiIilling d l  other things are held colisiaiit, a 

lower cost of debt to Arizona-American would result in a lower overall cost of capital in 

future rate cases.” Reiker Dir. at 5 .  

Finally, there was no dispute that the third criterion in the rule is satisfied. The 

Staff engineering witness investigated the impact of the transaction on Arizona- 

American’s ability to “provide safe, reasonable and adequate service,” and concluded that 

he foresees no adverse impact as a result of the transaction. Chelus Dir. at 4. He also 

testified, based on his investigation, that local management and staffing levels will not 

change as a result of the transaction, which was confirmed by Mr. McGivern at the 

August 8 hearing. See Chelus Dir. at 3-4; Tr. at 91-92. 

In short, there is no evidence that would allow the proposed reorganization to be 

rejected under the criteria established by the Commission in R14-2-803(C). Therefore, 

there is no basis for any of the conditions Staff recommended and which the 

Recommended Order would impose. 
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D. Arizona-American’s Final Position Regarding the Conditions 
Recommended bv Staff Should Be Adopted by the Commission. 

Despite Staffs general agreement that the criteria set forth in R14-2-803(C) have 

been satisfied, Staff nevertheless urged approval of the reorganization subject to 15 

separate conditions. Carlson Dir. at 6-7. The legal basis for imposing these conditions in 

light of the plain language of R14-2-803 has never been explained (and, as explained 

above, does not exist). The pre-filed testimony of the key Staff witness, Mr. Carlson, is 

cryptic at best, and expressed only a vague concern that the “acquisition may present the 

opportunity for [Arizona-American] to share customer data” with affiliates. Carlson Dir. 

at 5. Obviously, this is not one of the Commission’s three criteria in R14-2-803.4 It 

appears that Staff may maintain that there are additional, unstated requirements inherent in 

the rule, which allow conditions and requirements to be imposed on the local utility, even 

if the test in subpart (C) of the rule has been satisfied. 

Despite the lack of credible e~idence ,~  the Recommended Order would adopt 

Staffs position on the basis of the “public interest.” See, e.g., Recommended Order at 11, 

1s. 15-20. R14-2-803 contains no such standard, which would open the door to imposing 

conditions and requirements without regard to the plain language of the Commission’s 

rule and without regard to the limits on the Commission’s jurisdiction. See, e.g., Ariz. 

Corp. Comrn’n v. State ex rel. Woods, 171 Ariz. 286,297-98, 830 P.2d 807, 818-19 (1992) 

(the Affiliated Interests Rules “apply only to public utilities subject to the Commission’s 

jurisdiction,” and “only regulate transactions between those utilities and their affiliates”; 

italics supplied). No court would approve such an open-ended standard for agency 

However, this concern is addressed in Conditions Nine and Ten, which Arizona- 
American has agreed to accept. 

The Staff witness chiefly responsible for sponsoring Staffs recommended conditions 
was unable to explain the requirements already imposed on Arizona-American by the 
Affiliated Interests Rules. Tr. at 138-142. 

- 7 -  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FENNEMORE C R A ~ G  
P K O F E S S I O N A L  CORF’OP.ATlOl 

PHOENIX 

decision-making . 
In order to cooperate with Staff, and without waiving its jurisdictional arguments, 

Arizona-American has agreed to a modified version of the conditions recommended by 

Staff. See Turner Dir. at 15; Tr. at 14. As discussed above, the only condition that 

remains in dispute is Condition Thirteen. Arizona-American maintains that this condition, 

as proposed by Staff, is unnecessary and unfairly burdensome to the Company. However, 

the Administrative Law Judge has recommended that Staffs version of Condition 

Thirteen be adopted and imposed on Arizona-American. For the reasons explained below, 

Arizona-American maintains this is inappropriate. 

E. Staff‘s Version of Condition Thirteen Is Unreasonable and Unfair to the 
Company. 

Condition Thirteen, as proposed by Staff, provides: 

The cost of debt issued after the closing date of the 
reorganization for purposes of setting rates in AAWC’s rate 
proceedings, filed within ten years from the effective date of 
the reorganization, shall reflect a rating of A- (S&P) / Baal 
(Moody’s) or higher. [Italics supplied.] 

The credit ratings contained in this condition are the current credit ratings of American 

Water Capital Corp. (“AWCC”), which is a subsidiary of AWW and provides debt capital 

and financial management services to AWW and its utility subsidiaries, including 

Arizona-American. This condition effectively guarantees a maximum interest rate (cost) 

for any debt that is issued for a period of 10 years after the transaction has closed, 

regardless of any other factors, including changes that may occur in the capital markets or 

otherwise (e.g., concerns about the impact of new water quality standards or similar 

requirements affecting the water industry). 

This condition is both unprecedented and inappropriate. See Tr. at 27-30. The 

basic justification for the condition is that RWE’s credit ratings are superior to those oi 

AWCC and may ultimately translate to a lower debt cost and an overall decrease in 
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Arizona-American’s cost of capital. See Reiker Dir. at 3-4. While RWE’s favorable 

credit ratings may flow through to AWCC and, ultimately, to Arizona-American, Staff is 

concerned that the reverse could also occur, i.e., RWE’s credit ratings could be 

downgraded in the hture, resulting in a higher cost of debt. Thus, by using AWCC’s 

current credit ratings to set a ceiling on the cost of hture debt for Arizona-American, Staff 

hopes to reap the benefit of RWE’s superior credit ratings, while eliminating any 

downside. 

This condition also ignores the fact that credit ratings involve subjective 

determinations made by investment services. Tr. at 28. For example, AWCC’s current 

credit rating from Standard and Poor’s, A-, is one notch greater than Moody’s current 

rating, Baal. See Reiker Dir. at 4 and Exhibit JMR- 1. Moreover, credit ratings can be 

driven by a number of different factors that are beyond the control of RWE, Thames 

Water or AWW. Thus, the credit rating of AWCC may be affected by changes in 

regulatory requirements or other factors affecting the utility industry or the economy 

generally, regardless of the business activities of RWE or its subsidiaries. Tr. at 28-30. 

The Staff finance witness acknowledged this situation at the hearing: 

Q. [By Mr. James] And bond ratings can be influenced by 
a variety of factors, some of which are outside the 
control of the company, correct? 

A. 

Q. 

[By Mr. Reiker] That is correct. 

So it’s conceivable that the bond rating of American 
Water Capital Corporation, the current lender for the 
local affiliate here, could deteriorate for conditions that 
have nothing to do with Thames’ operations or RWE’s 
business activities, correct? 

A. That is certainly possible. 

Tr. at 165. Because credit ratings by investment services are subjective and are impacted 

by circumstances beyond the company’s control, it is inappropriate to force Arizona- 
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American to guarantee a particular minimum debt cost as a condition of the 

reorganization. Further, as Mr. Turner testified, this condition could weaken Arizona- 

American financially and lead to more frequent rate increase applications to maintain cash 

flows and debt service coverages. Tr. at 29-30. 

Finally, Arizona-American has agreed to accept Condition Fourteen, under which 

Arizona-American agrees that in any future Commission proceedings, it will not seek a 

higher cost of capital than that which Arizona-American would have been authorized as a 

stand-alone entity. As clarified by the Staff finance witness during the hearing, the 

interest rate and other terms of any debt provided by AWCC (or any other affiliate) will be 

compared to the interest rate and other terms that could be obtained by Arizona-American 

from a third-party lender in the marketplace. Tr. at 16 1 - 164. Consequently, Arizona- 

American’s cost of capital (including debt) can never be greater than the cost for Arizona- 

American to obtain debt and equity financing on its own. Thus, Condition Fourteen 

eliminates the possibility that an adverse credit rating will cause Arizona-American’s cost 

of debt in a hture rate proceeding to exceed the current market cost of debt for a business 

organization comparable to Arizona-American. 

Despite these serious problems, Arizona-American has agreed to Condition 

Thirteen, but only if this condition remains in effect for a period of no more than three 

years from the effective date of the transaction, as opposed to 10 years as recommended 

by Staff and the Administrative Law Judge. For the reasons set forth above, any guarantee 

concerning hture debt costs is unreasonable and may ultimately punish Arizona-American 

based on circumstances beyond its control and the control of RWE and its affiliates. If a 

condition like Condition Thirteen is imposed at all, the term of such condition should be 

no more than three years. 
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F. Conclusion. 

It is undisputed that the transaction will have no adverse effect on Arizona- 

American. Arizona-American will still be a wholly-owned subsidiary of AWW, its local 

management and staffing will not change, its capital structure will not change and no costs 

or expenses associated with the transaction will be pushed down to Arizona-American. In 

addition, even Staff acknowledges that Arizona-American is likely to benefit by becoming 

part of a larger, financially stable business organization with a substantially larger market 

capitalization and access to international capital markets, as well as the expertise of 

Thames Water, which manages water systems on six continents. Finally, Arizona- 

American will remain subject to the Commission’s regulatory jurisdiction and 

requirements, including the Affiliated Interests Rules, which already impose stringent 

requirements on Arizona-American’s dealings with affiliates. See A.A.C. R14-2-804. 

Without waiving its jurisdictional and other arguments, Arizona-American has, in 

good faith, agreed to the treatment of its application as an application for approval of the 

reorganization of a public utility holding company pursuant to R14-2-803. As explained, 

there are three criteria set forth in subpart (C) of that rule on which the Commission may 

reject the proposed reorganization. The evidence shows that each of those criteria are 

satisfied in this case, and, consequently, there is no basis to reject Arizona-American’s 

application. The conditions proposed by Staff, therefore, constitute a “belt-and 

suspenders” approach that goes well beyond the rule’s requirement and, as the record 

shows, is unsupported by competent evidence. 

The foregoing notwithstanding, in order to reach a compromise with Staff, 

Arizona-American has agreed to the imposition of the conditions set forth on pages 4 

through 6 of the Recommended Order, as clarified during the hearing. With respect to 

Condition Thirteen, however, Arizona-American respecthlly submits that the 

Recommended Order goes well beyond what is reasonable and necessary under the 

- 11 - 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FENNEMORE CRAIG 
P K O F C S S l O N A l  C O R 1 3 0 K A 7 1 0 b  

PllOLNIX 

Affiliated Interests Rules or otherwise. Arizona- American therefore requests that 

Condition Thirteen either be eliminated or that its duration be shortened to not more than 

three years, and that the transaction be approved subject to that condition. 

RESPECTFULLY SUBMITTED this 13fL* day of November, 2002. 

FENNEMORE CRAIG, P.C. 

Arizona- American 
water Company, Inc. 

ORIGINAL and ten co ies of the 

434% day of November, 2002, to: 

Docket Control 
Arizona Corporation Commission 
1200 W. Washington St. 
Phoenix, AZ 85007 

foregoing was hand-de P ivered for filing this 

COPY of the f re oing was hand- 
delivered this 
day of Novem er, 2002, to: 

Chairman William Mundell 
Arizona Corporation Commission 
1200 W. Washington St. 
Phoenix, AZ 85007 

Commissioner James Irvin 
Arizona Corporation Commission 
1200 W. Washington St. 
Phoenix, AZ 85007 

Commissioner Marc Spitzer 
Arizona Corporation Commission 
1200 W. Washington St. 
Phoenix, AZ 85007 
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